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The looming threat of tariffs

Hawkish US trade policy is a headwind for frontier markets (FM),
particularly Vietnam. However, stronger fundamentals in most FIM
suggest a better ability to absorb shocks. In addition, easier Fed
policy and an associated softer US dollar should provide some
relief for FM central banks. As always, the diverse FM universe
will be driven by idiosyncratic factors and domestic political
developments, with elections in Argentina, Romania and Georgia
scheduled for 2025. Our market preferences are those primed to
benefit from global trends such as friend-shoring (Vietnam) and
decarbonisation (Kazakhstan and Oman).

Frontier markets (FM) start the year facing multiple headwinds,
primarily originating from the US. The Trump administration has
been clear that they will address the US’ growing trade deficit
with trade restrictions and tariffs, with the results of a broad-based
review scheduled to be delivered in April. When considering how
FM might be impacted by hawkish US trade policy, it is worth
considering both the direct and indirect channels. For the former,
any FM with a large and growing trade surplus with the US is at
risk of tariffs and /or restrictions. Indirectly, tarifts on China could
lead to slower Chinese growth, weighing on FM with close trade
ties to China. Moreover, heightened tariffs and restrictions would
likely result in an unfavourable global backdrop characterised by
weaker sentiment, elevated uncertainty and softer commodity
prices. Given its role in the global supply chain and large trade
surplus with the US, Vietnam is the FM most likely to attract the
US’ attention.

Trade policies aside, however, there are several reasons why FM
could find support in the coming year. For a start, improved
fundamentals mean that FM are better positioned to absorb neg-
ative shocks. Since the pandemic, most countries have focused on
building their FX reserves and narrowing their external and fiscal
imbalances, leaving them less vulnerable to changes in investor
sentiment (see Chart 1). FM, with the exception of Vietnam, also
tend not to be as open to trade (measured by the sum of imports
and exports as a share of GDP) as EM.

The global policy rate backdrop may also improve. The US Fed
dot plot projections continue to indicate an easing cycle this year.
This could pave the way for a softer USD, particularly as it con-
tinues to screen as expensive. Meanwhile, US Treasury Secretary
Bessent could aim to achieve his policy goals of reducing the
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budget deficit, boosting GDP growth, and higher oil produc-
tion through US dollar depreciation. This approach would also
boost US competitiveness, reducing the need to use tariffs, which
are more disruptive. A softer US dollar would also boost global
manufacturing, which has moderated in recent months (see Chart
2). That being said, discussions around possible policies are still
ongoing, and the threat of tariffs is likely to continue propping up
the US dollar in the near term.

Vietnam has been highlighted as the FM most vulnerable to swings
in US trade policy. Vietnam’s stock market continued to under-
perform over the past six months (see Chart 3). The corruption
crackdown of 2022, weakness in the property sector and changes
in leadership have weighed on sentiment. Vietnam was one of the
main beneficiaries of the China Plus One strategy following the
trade war during President Trump’s first term. As a result, it now
has the world’s third largest bilateral deficit with the US, meaning
it is at risk of tougher US trade restrictions and tarifts, despite
the upgrade in the US-Vietnam relationship to a comprehensive
strategic partnership in 2023. Nonetheless, there is still scope for a
recovery in Vietnamese stocks. The property market is improving,
and the Land law should support the recovery. A weaker US dollar
would give the State Bank of Vietnam (SBV) space to case policy,
which has been kept tight due to FX pressures, while also boost-
ing global manufacturing. Moreover, despite some uncertainty
and tensions in the short term, Vietnam stands to benefit from
supply chain readjustments away from China as it boasts relatively
stable politics, a skilled labour force and proximity to China. The
strength in FDI flows supports this view. Additionally, a growing
middle class presents an opportunity for the consumer sector,
while the authorities’ ambitions to upgrade to EM status suggest
a reform-minded government.
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In contrast to Vietnam’s performance, Argentina was one of
the best performing FM over the past six months, as optimism
surrounding President Milei’s reforms buoyed local stocks. In
just over a year, Milei’s administration has significantly reduced
inflation, narrowed the spread between the official and parallel
peso rates and eliminated the budget deficit, all while maintaining
steady public approval rates. The turnaround has been impressive,
but we are still cautious, given that the next challenge facing the
Milei administration is the removal of capital controls. An overval-
ued peso (the authorities’ crawling peg rate has been slower than
the pace of monthly inflation) means that any removal of capital
controls could be met with a sharp depreciation in the peso, which
would push up inflation and undo the hard work of the past year.
Insufficient reserves limit the central bank’s means of supporting
the peso once capital controls are lifted. The difficult decision of
when to lift capital controls will likely be made after the midterm
elections in October, where Milei’s party is widely expected to
consolidate power.

Other upcoming clections in the FM universe are in Romania,
where a rerun of the presidential election in May could result in
an anti-establishment win following a controversial annulment
of last year’s elections. Elsewhere, local elections in Georgia may
spark fresh protests. Protests have been an ongoing fixture in the
country following the introduction of a “foreign agent” law last
summer.

Market Strategy: FM equities (MSCI FM 100 Net TR Index)
outperformed EM equities (MSCI EM Net TR Index) by 3.4%
points over August-January while underperforming DM equities
(MSCI World Net TR Index) by 3.1% points. EM performance
was propped up by Ukraine and Sri Lanka, with Ukraine the
best performing FM after President Trump’s election win, which
sparked hopes of ending the Russia-Ukraine war. The FM100
12M forward P/E discount to EM is in line with its five-year
average, implying neutral valuations.

While US policy is likely to be volatile in the coming months,
we favour markets with exposure to strategic themes such as
decarbonisation and friend-shoring. As the world seeks to move
away from fossil fuels while expanding energy-hungry artificial
intelligence (AI) models, markets with alternative energy sourc-
es stand to gain. Kazakhstan is the largest producer of natural
uranium (Kazatamprom is 25% of the country’s MSCI Index),
which is becoming an important alternative energy source. Oman
may also benefit from growth in alternative energy if the country
succeeds in producing and exporting renewable hydrogen as part
of its Vision 2040 and broader economic diversification reforms.
Meanwhile, as outlined above, Vietnam remains an attractive
friend-shoring partner given its relatively stable politics, bor-
der with China and skilled workforce. Therefore, our preferred
markets are Vietnam, Kazakhstan and Oman. We maintain our
underweights in Argentina and Romania as the former faces the
daunting task of lifting capital controls, and the latter’s outlook is
weighed down by political uncertainty. We make no changes to
our allocation this publication.

Yasemin Engin
February 11, 2025
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Chart 2: Global Manufacturing PMI vs USD TWI, yoy
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Argentina underwent an impressive economic transformation
during the first year of Milei’s presidency, with inflation falling
sharply and the budget balance tipped into a surplus for the full
year in 2024. In addition, carly signs suggest that the worst of
the slowdown in economic activity may be over.

Nonetheless, we still have concerns over the outlook. Lifting
capital controls, a likely requirement for further IMF funding,
will be challenging given insufficient reserves. The peso is over-
valued as the pace of the crawling peg has been slower than infla-
tion, meaning floating the peso could lead to a sharp deprecia-
tion and, thereby, a spike in inflation. As such, adjustments are
unlikely until after October’s mid-term election, where Milei’s
party is expected to consolidate power.

The success so far of the Milei government is positive and has
reduced some downside risks. However, lifting capital controls
will likely be the biggest challenge. As such, we keep our under-
weight.
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The biggest headwind facing Vietnam is a hawkish US trade
policy. Since the last Trump presidency, Vietnam’s bilateral trade
surplus with the US has grown and become more integrated into
global supply chains. US policy that focuses on rules of origin for
Vietnam’s exports would be particularly damaging. Meanwhile,
EX pressures have constrained the State Bank of Vietnam’s abil-
ity to support the economy.

Over the medium term, however, Vietnam’s proximity to China,
stable politics, and skilled labour force allow it to benefit from
friend-shoring. Indeed, FDI flows remained robust in 2024. In
the property sector, the Land law should aid the recovery.

Vietnam’s stock market continued to underperform over the
last six months, further cheapening valuations. A challenging
short-term aside, we think that Vietnamese stocks can recover on
the back of an improvement in the property sector and strong
medium-term fundamentals. We stay overweight.
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Morocco’s economic outlook is relatively stable as it appears less
vulnerable to trade war risks, albeit its close ties to Europe means
that it still has some exposure. Inflation is contained, allowing
the Bank Al-Maghrib to continue to ease rates. The current
account and fiscal deficit are in check relative to other FM.

Following six years of drought, there has been a much-welcome
improvement in weather conditions. However, Morocco’s large
agricultural sector and increasing freshwater shortage make it
sensitive to climate events.

Morocco’s stock market screens expensive, and with the country
still grappling with a years-long drought, we remain neutral.
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Romania’s outlook is dampened by its persistent twin deficit
problem and political uncertainty. Following a controversial
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The Kazakh stock market was one of the weakest FM over
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Oman’s relative political stability within the region and its
improved external and fiscal positions provide a solid backdrop
for the market. The breakeven oil price for both balances has
fallen over the years as Oman has deleveraged its debt, reducing
the Sultanate’s sensitivity to oil prices. While both balances are
expected to tip into a small deficit this year, they are healthy.

Vision 2040 reforms are underway, including a personal income
tax. Other arcas are the labour market and reducing state
involvement. Oman’s renewable energy resources and ample
land allow it to produce low-carbon (green) hydrogen and thus
benefit from the shift to decarbonisation. The IEA estimates that
Oman could be the world’s sixth largest hydrogen exporter by
2030.

Relative valuations for MSCI Oman have improved as its 12M
forward P/E premium to FM100 is in line with its five-year aver-
age. Its stable economic backdrop and potential for structural
reforms make the market attractive. We remain overweight.
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Domestic politics is set to dominate the outlook, with risks of
escalation. October’s parliamentary election, which resulted in
a victory for the ruling Georgian Dream party, sparked fresh
protests. EU accession talks and funding have been suspended.
Beyond the short-term disruptions, 70-80% of the population
want EU membership and a path to the EU is enshrined in the
constitution.

Political unrest has yet to translate into weaker economic activ-
ity; however, dollarisation has increased. Moreover, efforts by
the National Bank of Georgia to support the lari has come at
the expense of FX reserves.

The possibility of EU accession and the reforms associated with
it would be a positive catalyst for Georgia, however the precari-
ous political situation keeps us neutral.
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Pakistan’s economic activity is improving, while the IMF’s
approval of a three-year $7 billion Extended Fund Facility pro-
gram should help with external funding needs. Inflation has
fallen sharply from double digits, paving the way for more mon-
etary easing, and the current account balance has tipped into a
small surplus.

The outlook still faces risks as the government has to meet its
IMF programme requirements, with fiscal goals for FY25 likely
to prove ambitious as they require politically sensitive tax hikes
and cuts to spending. Meanwhile, Pakistan’s close ties to China
could become an issue with the new Trump administration.

Pakistan’s stock market rebounded in the past six months over
IMF programme optimism. As such, MSCI Pakistan’s 12M for-
ward P/E discount to FM100 has narrowed sharply. The fragile
political backdrop and IMF programme conditions means that
we are neutral.
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Important Notice

City of London Investment Management Company Limited (CLIM)
is authorised and regulated by the Financial Conduct Authority
(FCA) and registered as an Investment Advisor with the Securities
and Exchange Commission (SEC). CLIM (registered in England and
Wales No. 2851236) is a wholly owned subsidiary of City of London
Investment Group plc. (CLIG) (registered in England and Wales No.
2685257). Both CLIM and CLIG have their registered office at 77
Gracechurch Street, London, EC3V 0AS, United Kingdom.

While CLIM has used reasonable care to obtain information from
reliable sources, no representations or warranties are made as to
the accuracy, reliability or completeness of third party information
presented herein. No responsibility can be accepted under any
circumstances for errors of fact or omission. Some of the information
in this document may contain projections or other forward looking
statements regarding future events or future financial performance of
countries, markets or companies. These statements are only predic-
tions as of the date of this document which could change without
notice and actual events or results may differ.

This document does not constitute an offer to sell or the solicitation
of an offer to buy any securities. Nothing herein should be construed
as investment advice to buy or sell any securities. Past performance
is not a guide to future results. The value of an investment and any
income from it can go down as well as up and investors may not get
back the original amount invested.

The S&P Extended Frontier 150 consists of 150 of the largest and
most liquid stocks from 36 frontier markets. The index is designed
to be a diversified, yet investable portfolio of frontier market stocks.

S&P® is a re%(stered trademark of Standard & Poor's Financial
Services LLC (S&P); and this trademark has been licensed for use by
S&P Dow Jones Indices LLC and sublicensed for certain purposes by
CLIM. CLIM's financial products are not sponsored, endorsed, sold or
promoted by S&P, its respective affiliates and third party licensors
and none of such parties make any representation regarding the
advisability of investing in such product(s) nor do they have any
liability in relation thereto, including for any erors, omissions, or
interruptions of any index.

The MSCI Frontier Markets 100 Index is a representative and more
easily replicable alternative to its broader parent index, the MSCI
Frontier Markets IMI. The MSCI Frontier Markets 100 Index includes
approximately 100 of the largest and most liquid constituents of
the parent index. Neither MSCI nor any other party involved in or
related to compiling, computing or creating the MSCI data makes
any express or implied warranties or representations with respect to
such data (or the results to be obtained by the use thereof), and all
such parties hereby expressly disclaim all warranties of originality,
accuracy, completeness, merchantability or fitness for a particular
purpose with respect to any of such data. Without limiting any of
the foregoing, in no event shall MSCI, any of its affiliates or any
third par‘tY1 involved in or related to compiling. computing or creating
the data have any liability for any direct, indirect, special, punitive,
consequential or any other damages (mcludmg lost proﬂtsfeven if
notified of the possibility of such damages. No further distribution
or dissemination of the MSCI data is permitted without MSCI's
express written consent.

The Bloomberg Terminal service and data products are owned and
distributed by Bloomberg Finance L.P. (“BFLP"). BFLP believes the
information herein came from reliable sources, but does not guar-
anteg its accuracy. No information or opinions herein constitutes
a solicitation of the purchase or sale of securities or commodities.



